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THE FUTURE OF THE FEDERAL INCOME TAX. 


When the United States entered the war in 1917, there 
arose the appalling necessity of levying taxes aggregat- 
ing six billion dollars for a single taxable year, with the 
prospect that this might be necessary in succeeding years 
as well. That such a law was enacted and did actually 
yield the vast sum of money which it was intended to 
yield, is a credit to those who planned the law, and an 
inspiring tribute to the patriotism of the people of the 
United States and to the efficiency of such educating 
agencies as the press and the governmental war-time 
avenues of publicity. I do not mean that the law was 
satisfactory. I do mean that it accomplished—whether 
pleasantly or unpleasantly—the results which it set out 
to accomplish. That in itself is remarkable, considering 
the vastness of the problem, and its novelty. If there is 
any truth in the whimsical assertion that every eye sur- 
geon must spoil a hatful of eyes before he really learns 
how to operate, the record of the United States in attain- 
ing the desired result on its first serious tax operation, 
is creditable indeed. 

The increase in revenue came in a very large propor- 
tion from taxes based on incomes. Previous to 1913, the 
Constitution did not permit taxation of individual in- 
comes. It seems providential that the cumbersome and 
involved preliminary steps necessary to make income 
taxation legal, had been completed before America’s 
entrance into the war. Surely the American people 
builded better than they knew in perfecting this amend- 
ment to the Federal Constitution in the years preceding 
1913. 
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No tax law is reasonably satisfactory unless it fulfills 
these three requirements: 

(1) It must produce the amount of money which the 
Government relies upon it to yield. 

(2) It must be susceptible of administration by the 
Government with reasonable accuracy and without un- 
reasonable expense. 

(3) It must impose upon the taxpayer no unreason- 
able burden, in the process of ascertaining what, under 
the law, is his tax liability. As former Commissioner 
Roper has said, these elements are important in the order 
named, but each one is very important. 

The War Revenue Acts have been notably successful 
in fulfilling the first requirement, in that they have pro- 
duced all the money expected of them; they have been 
satisfactory in the second requirement, inasmuch as these 
vast sums have been produced at an expense to the 
Government of only 53/100 of one cent out of each dollar 
collected—that is, the expense of collection has been ap- 
proximately one-half of one per cent of the amount col- 
lected. It is in the third requirement that the War Reve- 
nue Acts have been found grievously wanting. By rea- 
son of their uncertainty and their great complication, 
they have not only imposed upon the individual and cor- 
porate taxpayers of this country a vast expense in addi- 
tion to the tax itself, but have in many instances rendered 
the taxpayer’s financial future so uncertain as seriously 
‘to cripple the development of his legitimate plans. One 
taxpayer has said that having once experienced this form 
of suspense and uncertainty, the hazard of horse races 
and political conventions seems by contrast certainty 
. itself, and is no longer any fun. 

These serious defects in the law were inevitable dur- 
ing the emergency, but the time has now come when 
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legislation can be enacted which tends to minimize the 
injurious effects of the laws, without impairing their ef- 
ficiency as producers of necessary revenue. These ques- 
tions of the country’s revenues are fundamental. They 
are so vital that they must never be allowed to be made 
footballs of politics. The citizen who permits revenue 
questions to be used in the political game for their effect 
on other pending questions, is no true citizen, and comes 
dangerously near being a traitor to his country. It is 
pleasant to know that both of the great political parties 
have to a large extent aeted on this principle, and the 
proposed changes which I shall in a moment briefly out- 
line, have in the main been publicly advocated by the 
representatives of both parties. 

This country is still required to raise annually by tax- 
ation, very large sums, to cover the interest charge of 
considerably more than a billion dollars a year, and to 
cover other great expenses of government. It is clear 
that whatever the drawbacks of the present law, no one 
of the taxes which at present yield a substantial amount 
must be abolished without simultaneous provision for a 
substitute which will take its place as a revenue producer, 
so far as current revenue needs are concerned. How then 
ought Congress to change the revenue law after the 
spasms of a Presidential year have been happily allayed? 

Beginning with the things which must not be done, 
two propositions are clear. Retroactive tax legislation, 
however necessary in the war emergency, must be utterly 
abandoned. To enact now legislation which forces upon 
the taxpayer an obligation which depends upon things 
that he did before he knew that such taxation was con- 
templated, would be a step backward instead of for- 
ward. The second warning I have to give is against 
legislation which claims to place the tax burden upon any 
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particular group of taxpayers. These propositions sound 
well to citizens who are not in the groups selected for 
heavy taxation, but as a matter of fact, such claims are 
never true or reliable. Any unusual burden placed on a 
particular group inevitably and certainly is distributed 
and transferred to the great body of taxpayers, and in 
many cases, as in the case of the Excess Profits Tax Law, 
the amount thus added to the costs of the consumer is by 
a natural process rendered larger than the amount of tax 
actually received from the Government. Voters may en- 
joy the passing of a law which appears to subject a par- 
ticular group of successful corporations to a heavy tax, 
but in the long run, since taxes must be figured in the 
selling price of the goods or services, just as any other 
element in the selling price is figured, voters are still tax- 
ing themselves. 

Even an excise tax on stock dividends, so popular a 
subject of discussion with those who do not expect to 
receive any, would be shifted, finally and at length 
through operation of necessary economic laws, back to 
the consuming public. This is not agreeable doctrine, but 
things are true that are not agreeable. We have to face 
the facts. It is also true that no important yield could 
be expected from an excise tax on stock dividends. 

The proposed general sales tax, which in theory is 
excellent, offers very serious difficulties of administra- 
tion in that it so greatly multiplies the number of in- 
dividual taxpayers with whom the government must deal. 
A tax on sales by manufacturers would not be open to 
this objection, and would have the transcendent virtue 
of allowing the seller to know every month what his taxes 
of this kind are for that month. But it would tend to the 
prejudice of smaller makers who start with goods on 
which others have already paid such taxes; that is, a 
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manufacturer who is big enough to start with the rawest 
of raw materials and sell a complete commodity, would 
pay a tax only once and could sell the commodity cheap- 
er than the same commodity could be sold where several 
manufacturers are required to step it up to its final state, 
each step being taxable. 

Since these taxes promise no sure solution of the ques- 
tion, it is not unlikely that some modified form of income 
tax is the immediate solution. The following proposed 
changes in the law—none of them original with me— 
seem to me very important: 

(1) As to the tax payable in 1922, in respect of in- 
come for the taxable year 1921, I believe it to be possible 
to replace the Excess Profits Tax by a flat corporation 
tax not involving the calculation of invested capital. At 
all events, this should be possible for the taxable year 
1922. It can not be done as long as the revenue require- 
ments are as high as they were for the taxable year 1919 
and the taxable year 1920, but there is definite hope that 
some decrease will be possible as war problems become 
less acute. The Excess Profits Tax has been the greatest 
factor in the efficiency of the law as a revenue producer, 
but very serious drawbacks make its discontinuance im- 
perative as soon as it is possible to discontinue it. It is 
a definite, though by no means exclusive, element in the 
high cost of living. It puts at a discount enterprise in 
business and yet brings about so unnerving a condition 
of uncertainty, that the conservative man feels as if he 
would like to get out of business and go to sleep for ten 
years until business has returned to a condition where 
foresight counts for something. The calculation of in- 
vested capital adds distressing complication to a law 
which is already overburdened with detail. It hampers 
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the Government in its audits just as much as it hampers 
the taxpayer in making his returns. 

In working out a substitute for the Excess Profits Tax 
Law, the Treasury has suggested, and the suggestion has 
much to commend it, that a provision be employed which 
permits the corporation to deduct, after its income tax 
has been calculated and before the new substitute tax is 
calculated, distributions made by it in the nature of divi- 
dends. This would mean a larger sum of money to be 
reported by individual taxpayers, whether they took pos- 
session of their dividends or allowed them to go back 
into the business, and the suggestion is that the increased 
revenues from individual surtaxes would tend to a con- 
siderable degree, to make up the loss in corporation taxes. 
It is a grave question whether the substitution of such a 
provision would too greatly diminish the revenues; and 
the change from the Excess Profits Tax to a flat tax in 
substitution fortunately does not depend upon the 
feasibility. of such deduction provisions, 

(2) Congress should, and no doubt will, diminish to 
some extent the tax rates on very high brackets in indi- 
vidual incomes, and increase in some small measure the 
tax rate on individual incomes in the ranges above 
$10,000 or $15,000 per annum, This suggestion is not 
always popular, but it is founded on no tender considera- 
tion for the recipients of high income. It is founded on 
the fact, developed by experience, that the very high 
surtax on the high ranges of income, discourages the 
acquisition of such income, and actually tends to reduce 
the net returns of the Government from taxation. 

(3) Congress should, and I think will, provide for 
final settlements between the Government and the tax- 
payer, which shall be binding on both parties unless ac- 
tual fraud has been practiced. Members of the Ways & 
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Means Committee of the House, and members of the 
Finance Committee of the Senate, are understood gener- 
ally to approve this provision, no party lines being drawn. 
It was strongly recommended by Secretary Houston in a 
letter written by him to Congress, and has since been 
formally approved by the Republican party. At present 
there exists no such power. The commissioner may assess 
a tax against a certain taxpayer in the light of the facts 
as shown to him at the time of such assessment, and in 
the light of the law as then indicated by Court decisions. 
If new facts appear, or if subsequent decisions of the 
Courts show that the first determination was incorrect, 
it becomes the duty of the Commssioner under present 
law, to redetermine the tax, and until the statute of limi- 
tations has expired, the taxpayer runs the risk of such 
reopening. This makes it impossible for a taxpayer to 
know whether he has actually paid his tax or not, and in 
the numerous cases in which there is a possibility that 
more than half of the taxpayer’s net income may be taken 
for taxes, such uncertainty is destructive of proper busi- 
ness development. In the long run, both the taxpayer 
and the Government will profit by provision for final 
settlement. 

(4) Congress should, and probably will, enact a pro- 
vision which gives to a taxpayer who realizes in one 
taxable year the fruits of labor covering other taxable 
years, or who realizes in one taxable year gains in the 
sale of property arising from gradual increase in the 
value of the property since its purchase several years be- 
fore, the privilege of taking such gain and redistributing 
it over the several years to which it is properly allocable. 
Under the present law the entire income is thrown into 
a single year, frequently resulting in the inequitable ap- 
plication of high surtax rates. Distribution over a num- 
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ber of years will not usually avoid surtaxes altogether, 
but will ordinarily avoid unreasonable surtaxes in re- 
spect of such a transaction. The policy of taxing capital 
gains is a severe policy, and should not be applied with 
unnecessary severity. 

(5) The present uncertainties as to Personal Service 
Corporations should be cleared up at the very earliest 
opportunity. Personal service corporations were defined 
in brief as those in which little or no capital is employed, 
and whose income is mainly due to the activities of the 
principal stockholders. The act taxes the stockholders 
of such corporations as if they were partners. The pro- 
posed legislation is necessary because certain clauses of 
the stock dividend opinion by the Supreme Court cast 
doubt on the validity of present provisions. It has been 
proposed to offer these corporations an option to make 
payment under the terms of the law as it now stands on 
the books, or to pay a corporation tax at a fixed rate. 

(6) Especial provision should be made for prompt 
and authoritative court decision of tax questions. The 
need for prompt judicial determination as to the validity 
and effect of the Department’s regulations is felt not only 
by taxpayers, but by the Department itself. The field 
of income taxation is so vast and so new, and the various 
questions which have to be decided are so interwoven 
one with the other, that it is impossible either for a court 
or for an administrative officer to make a safe decision 
without a broad experience which enables the decision to 
be made with a knowledge as to what its bearings will be 
on other fundamental tax questions. Plausible argu- 
ments can be made on both sides of several hundred im- 
portant questions, which are doubtful at present. The 
only way in which a wise and permanent decision can be 
made between two plausible possibilities, is for the de- 
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ciding authority to be acquainted with the other im- 
portant questions which it affects. To accomplish this, 
there should, in my opinion, be established a Circuit 
Court of Appeals for taxes, consisting of five members, 
and for the present at least, located at Washington. Dis- 
trict Court cases involving taxes should be appealable to 
this court and it should also be granted original jurisdic- 
tion for the benefit of those who do not care to institute 
suit in the District Court. Even a Tax Cireuit Court of 
Appeals will not at the outset possess the necessary wide 
experience with special cases, but if practically all the 
important questions raised in tax litigation are before 
a special court, it will not be long before the judges will 
develop the far-reaching knowledge of the subject, which 
is essential if a wise and consistent body of decisions is 
to be had. However skillful bureau interpretation may 
become, our political system requires that the interpre- 
tation of the tax law must finally be one for the courts, 
but no wise or sound interpretation of the tax law can be 
made without a wide knowledge of and a thorough recog- 
nition of certain principles which have been developed 
and tested in accounting and economics. It has been 
suggested that such a court should have, to assist and 
advise it, an expert accountant or accountants of the 
lighest ability and broadest viewpomt. I know by ex- 
perience that the assistance of such men is not only help- 
ful in deciding legal questions which arise in interpreting 
the tax law, but such assistance is absolutely necessary 
for a successful analysis of the problems of the Income 
Tax Law. No decision is wise or safe which does not ° 
take into account and conform to well recognized and ac- 
eredited methods of doing business, as developed under 
the guidance of the high grade business men accountants 
and economists of this country. T'o expect a court whose 
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principal time is taken up with other business, thoroughly 
to grasp from an argument of several hours on a side, 
and from such study as even the most conscientious judge 
can find time for in the heavy round of his duties with 
cases of other kinds, the complex relations which connect 
each problem with the other problems still to be decided, 
is unreasonable and dangerous. Scattered over the coun- 
try there are pending at this time approximately a thou- 
sand cases involving a variety of difficult points in in- 
come tax theory. Their final decision will profoundly 
affect the Government revenues and the country’s busi- 
ness interests. The same point is being decided one way 
in one circuit and another way in some other circuit. 
Nothing is final until passed on by the Supreme Court, 
but if tax questions went to a single Circuit Court of 
Appeals, instead of being distributed through nine cir- 
cuits and commingled with other cases, as now, the ques- 
tion would be promptly and efficiently prepared for the 
Supreme Court’s attention, with the chances strongly in 
favor of affirmance. A regulation made by the Depart- 
ment and relied on by the taxpayer, may, under the 
present system, remain on the books for as much as one 
or two years or longer before its validity is determined 
by a court whose decision carries conviction, and if by 
any chance the regulation is overturned, a serious ques- 
ton arises as to the effect of such decision on the rights of 
the many taxpayers who have relied during the interval 
on the interpretation originally made by the Department. 
This situation is all the more embarrassing because of the 
extreme difficulty of many of these points and the small 
margin of arguments which may turn the scales one way 
or the other. 

Uncertainty in the construction of the law and uncer- 
tainty as to the effect of the law are the two ogres which 
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make present tax laws a very nightmare to high class 
business men. The establishment of this court would go 
- a long way toward establishing certainty of construc- 
tion, at least. . 

(7) Congress should, in my opinion, add to the law a 
relief provision which permits a taxpayer who has suf- 
fered a net loss in any taxable year, to make use of the 
amount of such loss as a deduction in subsequent years. 
until it is exhausted. Such a provision has been seriously 
challenged by men whose judgment is valuable, as being 
out of line with the general American policy of making 
the tax for a certain year depend upon the result of that 
year’s operations alone, but this seems to me to be over- 
borne by the many distressing cases of corporations and 
individuals who, while still suffering from the effects of 
a great operating loss which has seriously impaired 
capital, have been obliged, if the next year proved profit- 
able, to apply a large proportion of the earnings toward 
taxes, instead of toward remedying the impairment. 

There are of course, many other changes which might 
well be made in the law, but time does not permit of 
further suggestions. 

To the taxpayer who must deal with the Internal 
Revenue Bureau, his experiences often appear to be an 
endless succession of delays and misunderstandings, 

I think it is only fair, however, to invite you to con- 
sider that as compared with the taxpayer’s one case, the 
Bureau has millions of cases to consider; that a principle 
which operates to the satisfaction of one group of tax- 
payers is often utterly distasteful to another group of 
taxpayers, and that in deciding what is right, the Bureau 
must of necessity run counter to the interests of one group 
or the other; that the Commissioner of Internal Revenue 
has no diseretion to alter the law and in cases not covered 
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by specific relief provisions in which the terms of the 
law produce an unjust result, his duty compels him to 
reach and to execute an unjust result. Above all, it 
should be borne in mind that the problem of auditing in- 
come tax returns is one requiring such high qualities, 
mental, moral and technical, that it is a task of un- 
exampled difficulty to find and train sufficient qualified 
men for this stupendous task. 

Do you realize that in the Income Tax Unit sions there 
are written and dispatched on Government business every 
working day throughout the year, an average of ten 
thousand letters, and a corresponding number received? 
No one will pretend that the writing, filing and classifica- 
tion of this number of letters are equal in importance and 
difficulty to the great technical problems and decisions 
which must be met,.but these figures as to merely mechan- 
ical operations will have to give some idea of the size of 


the administrative task in Washington alone, without | 


considering the organization which it is necessary to 
maintain throughout the United States. 

From personal observation I can attest that whatever 
the actual result, the spirit of the entire organization at 
Washington shows a desire to get things right, and to 
minimize the hardships of a law which in its nature must 
be hard on the taxpayer. I can attest that throughout 
this great task, the remarkable collection results achieved 
by the Bureau would not have been possible without night 
and day work by administrative men of high ability and 
of absolute devotion to the work. There are serious de- 
lays and errors. These are distressing but impossible to 
avoid absolutely while the law remains so complicated. 
During the 58 years preceding the great war, internal 
revenue had produced in all approximately eleven bil- 
lions; while in the first two and one-half years of the war 
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taxes, more than eleven billions in taxes were collected. 
Such a sum can not be collected from the taxpayers of 
the country unused to such burdens, without consider- 
able hardship and inequality. It can not be collected at 
all, with or without hardship, unless hard work, honesty 
and genius for organization are present in abundance. 
T am convinced the Department itself has no self-satisfied 
attitude toward the present administration of the law. 
The administration is being steadily improved. While 
delay can not be defended, it would be extremely unfair to 
minimize the difficulties connected with the greatest ad- 
ministrative task in this country, or to allow the great- 
ness of what has actually been achieved under difficult 
circumstances and is being achieved, to go without recog- 
nition. 

The country is fortunate in having the services of 
the present Commissioner of Internal Revenue, Mr. 
William M. Williams, and was fortunate in his predeces- 
sor, Daniel C. Roper, who took over the Bureau in the 
war-time emergency. It is fortunate in the present solici- 
tor of Internal Revenue, my successor, Mr. Wayne John- 
son, of New York: The Commissioner as the primarily 
responsible officer for administering the law and the 
Solicitor, to whom he looks for legal advice, are keenly 
aware of the difficulties which the law presents from the 
taxpayers’ standpoint and are bending every possible 
effort toward such improvements in the way of dispatch 
and simplicity as are possible under any law which forces 
the collection of so large an aggregate amount as the 
present law demands. 

I said a moment ago, that the collection of these war 
taxes is the most difficult administrative problem in this 
country. I say this not primarily because of the large 
personnel required, but because of the intensely difficult 
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decisions which must be made in that administration— 
decisions that would be hard for a Supreme Court or 
any other body of men in the world. It is hard to realize 
how many questions lie concealed in the collection of 
these taxes. To bring before you some realization of this, 
it might be helpful to recall some of the questions which 
need decision. Among such questions which in many 
respects must still be settled, are those involving, for 
instance, the great field of corporate reorganization; 
trusts, life estates and remainders, and the treatment of 
their gains and losses; methods by which good will may 
be valued when such valuation is material; methods by 
which invested capital may be permissibly reconstructed 
from accounts kept on an insufficient basis; ways of estab- 
lishing the reasonableness or unreasonableness of salaries 
paid stockholders of corporations; questions as to what 
taxable year is the proper year in which to report certain 
kinds of income, or as to the taxable year to which cer- 
tain losses suffered properly belong; the true definition 
of income, as distinguished from capital returns; the 
proper treatment of gifts; the question as to what con- 
stitutes realization of income, as distinguished from mere 
ascertainment that appreciation has occurred; the ques- 
tion as to the determination of profit in the sale of assets, 
and many others. 

In this brief enumeration, I have named broad ques- 
tions, each one of which is capable of subdivision into 
many subsidiary questions, all of great importance and 
each one bearing more or less on the other. To illustrate 
this, suppose we take the one last mentioned, the determi- 
nation of profit in the sale of assets, and consider some 
of the complications that are bound up in this single 
heading. When property which the owner bought be- 
fore March 1, 1913, is sold, the seller is required to de- 
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termine its market value as of that date, and if this figure 
with adjustments is less than the amount received in the 
sale, the difference is taxable gain, under the terms of 
the present law. This rule, once accepted as valid, seems 
a simple one, but the questions it raises are legion. How 
shall the valuation as of March 1, 1913, be made, especial- 
ly as to good will? How far are valuations as of March 
1, 1913, dependent on contemporaneous sales of similar 
property, or on the capitalized value of earnings, or on 
stock sales, if the property is a corporate one; what ex- 
penditures since acquisition may be added to the March 
1, 1913, value as a part of the true cost; what rate of 
depreciation is to be used in adjusting the March 1, 1913, 
value to the date of sale? Again, if the sale is not for 
cash, is it a typical installment sale, or merely a sale in 
which part of the purchase price is deferred; are the 
terms of the sale such that the whole profit is realized in 
the year the initial payment is made? In the case of an 
executory contract, what is the effect of retention of 
possession, or of failure to pass a deed? Is there a dif- 
ference when the deferred payments are represented by 
ordinary contractual obligations, as distinguished from 
negotiable instruments; what sales are to be regarded as 
forced or compulsory, within the meaning of the so- 
called replacement regulation under which realization is 
avoided? What rule is proper in determining the cost of 
property acquired after March 1, 1913, by gift or as a 
dividend in kind? 

Where, instead of a sale, an exchange occurs, and 
especially where the property so received consists of 
stock in the purchasing corporation, new and difficult 
problems of realization and valuation arise in endless 
variety. Is stock so received worth par, or less, or more? 
Do the rules covering invested capital of the corporation 
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which issues the security affect the value which the re- 
cipient must assign to the stock received? In cases 
where a variety of property is given in exchange for a 
variety of other property, how are the costs and selling 
prices to be allocated under the separate terms? 

On practically each one of these typical questions the 
Department:has taken a definite stand, but in the whole 
field, the questions which lie hidden and uncertain are 
more than those as to which a reliable conclusion has 
been reached; just as years of litigation in the law of 
contracts have not sufficed to exhaust the fund of dis- 
puted questions in contract law. 

Let me add in conclusion that the war taxes have been 
an acid test of the principles and patriotism of the aver- 
age American, and that the average American, in spite 
of some Americans who deviated from the average, has 
come out of the test with honor. He does not want to 
pay more than has been assigned to him by the law, but I 
want to say that the average American has proved him- 
self willing to do his fair share in giving financial sup- 
port to the Government of which he is proud to be a citi- 
zen, and which does him the honor of relying on him to 
help in supplying its daily necessities. 
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